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Institute Examination in Law
By Spencer Gordon
[The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1931, have been
prepared at the request of The Journal of Accountancy. These answers
have not been reviewed by the board of examiners and are in no way official.
They represent merely the personal opinions of the author.—Editor, The
Journal of Accountancy.]
Examination in Commercial Law
May 15, 1931, 9 A. M. to 12:30 P. M.

Group I
Answer all the questions in this group.
No. 1:
In what circumstances, if any, may a declared dividend be revoked and by
whom must the revocation, if allowed, be made?
Answer:
As a general rule a declared cash dividend can not be revoked without consent
of all stockholders. It has been held, however, that the board of directors can
revoke such a dividend if done before the declaration has been made public or
communicated to the stockholders and before a fund has been set aside for its
payment. A stock dividend may be revoked, by whatever body declared it, at
any time before issuance of certificates.

No. 2:
Jones executed a negotiable promissory note payable to the order of Brown.
Prior to maturity of the note, Brown met Jones on the street and told him that
he expressly renounced his rights against Jones on this note because he felt
that Jones was not financially able to pay it without imposing undue hardship
on Jones’ family. Brown died before the note fell due, his executor found the
note among his papers, and the executor brought action against Jones. For
whom should judgment be given?
Answer:
Judgment should be given for Brown’s executor. While a holder of a note
may renounce his rights against the maker before maturity, the negotiable in
struments law provides that such a renunciation “ must be in writing, unless the
instrument is delivered up to the person primarily liable thereon.” A note
may be discharged by any other act which will discharge a simple contract for
the payment of money, but a gratuitous verbal release will not discharge such a
contract because of lack of consideration.

No. 3:
X owned a stationery business which for a number of years had earned a net
profit of $3,000. By falsely stating that the net profit had been $10,000, X
sold the business to Y, who would not have bought it if the truth had been dis
closed by X. In an action by Y for rescission, X defended on the ground that
Y had made inquiries of other persons and that if Y had been more diligent Y
could have discovered the truth. For whom should judgment be given?

219

The Journal of Accountancy
Answer:
The misrepresentation of a material fact peculiarly within the knowledge of
the seller and not palpably untrue constitutes a fraud justifying rescission of a
sale made to a buyer who relies on that misrepresentation in ignorance of the
true facts. It is no defense to such an action that the buyer instituted an in
vestigation nor that he failed to discover the truth through lack of diligence, if
in fact the buyer relied on the representation. Judgment should therefore be
given for Y.

No. 4:
The president and owner of one half of the stock of a corporation executed as
president a conveyance covering a large part of the property of the corporation
in consideration of the other half of the outstanding stock, which was duly
assigned to the corporation and was placed in its treasury. He failed to call a
stockholders’ meeting or to obtain the assent of sixty per cent, of them as re
quired by the corporation’s by-laws in case of a sale of capital assets or a pur
chase of treasury stock. Alleging that omission as grounds for their claim, the
assignors of the stock who received the property now seek to have the trans
action annulled. Will they succeed?
Answer:
It would appear that the requirements of the by-laws had been met since, in
the alternative to calling a meeting, sixty per cent, of the stockholders had
necessarily given their individual assent by participating in the transaction.
This would sufficiently authorize the conveyance in the absence of statute or
charter provisions to the contrary and if no creditors’ rights intervene. Assum
ing the conveyance to have been unauthorized, however, the participation of
all the stockholders estop any of them from questioning the validity of the
transaction, and their present action can not succeed.

No. 5:
Who are the parties to, what is the purpose of, and what are some of the
provisions of a trust indenture in a bond issue?

Answer:
The purpose of the usual trust indenture in a bond issue is to convey real
estate so that it will secure the bonds. This is usually done by a deed from the
grantor (or mortgagor) conveying the real estate to trustees for the purpose of
securing the bond issue. The terms of the bonds are definitely stated. It is
usually provided that the grantor may have the use of the property so long as
there is no default, and that upon payment of the bonds the trustees are to
release and reconvey the real estate to the grantor or mortgagor, but if there is a
default in the payment of principal or interest of the bonds or in any of the
other conditions of the deed of trust, such as keeping the property in repair,
paying taxes, etc., the trustees may, and upon the request of a certain propor
tion of the bondholders shall, sell the property and apply the proceeds to the
payment of the bonds and expenses, returning the balance of the proceeds to
the grantor or mortgagor.
Group II
Answer any five of the questions in this group, but no more than five.
No. 6:
Henry Alexander was a licensed fire-insurance broker. Frank Simpson
made an oral application to Alexander for insurance on a building owned by
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Simpson. Thereafter Alexander delivered the policy and collected the pre
mium. (a) For whom, if anyone, was Alexander an agent? (b) If he was an
agent, when if at all did his principal change?
Answer:
The agency of an insurance broker regularly representing no particular in
surance company is largely a question of fact. Where no facts leading to a
contrary conclusion appear, and in the absence of a state statute controlling the
issue, a broker is generally held to be the agent of the insured in all matters
connected with the placing of the insurance, and the agent of the company for
collecting the premiums. Alexander was therefore (a) Simpson’s agent in
placing the insurance, (b) but the agent of the insurer in collecting premiums.

No. 7:
A contract for the construction of a building recites that the consideration to
be paid by the owner shall be “the cost of materials, wages, and direct expenses
plus ten per cent, of the sum of such costs. Direct expenses shall include the
salary of a fulltime superintendent and his assistants, the expense of a field
officer, employees’-compensation insurance, public-liability insurance, travel
expense, and two per cent. per month of the cost of equipment used for wear
and tear. ’ ’ Would fire-insurance premiums upon equipment be a direct expense
to be included?

Answer:
When the contract is silent on the matter, wear and tear of equipment as
well as insurance upon it is held in most jurisdictions to be one of the overhead
costs of doing business and therefore not to be included in computing costs
under a cost-plus contract. When “direct expenses” are defined as including a
charge for wear and tear of equipment, such an inclusion inferentially excludes
all other equipment charges, and insurance premiums on equipment would be
held not to be direct expenses under the contract.
No. 8:
Mullen and Gage, partners in a manufacturing business, purchased a factory
site. Gage died during the existence of the partnership. In a state where
dower is recognized, has his widow any dower or other right in this land?
Answer:
The general rule in this country, in the absence of a partnership agreement to
the contrary, is that a widow has dower in partnership lands, acquired for the
business of the partnership, which are held at dissolution of the partnership,
after satisfaction of the claims of partnership creditors and the equities of sur
viving partners. The right attaches only after dissolution. If the land re
mains partnership property at that time, Gage’s widow has dower in her
husband’s share.

No. 9:
A sold goods to B and shipped them by a common carrier, to be delivered to
B upon the payment of the purchase price. Through the negligence of the
carrier, B obtained possession of the goods without paying for them and sold
them to C, a bonafide purchaser for value without notice. Can A or the
carrier recover the goods or their value from C?
Answer:
It is held under the uniform sales act that the title to goods shipped C.O.D.
passes to the buyer on delivery of the goods to the carrier, and that only the
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right to possession is reserved to the seller unless the contract of sale specifi
cally provides otherwise. If thereafter the goods are delivered to the buyer
without payment and he sells to a bonafide purchaser for value without
notice, the seller loses the right to possession, and he can recover neither the
goods nor their value from such purchaser. Before the sales act, recovery
from the purchaser was allowed in some jurisdictions and denied in others,
depending on whether payment to the original seller was held to be a condition
precedent to the passage of title from him.

No. 10:
Hopkins by his will made certain gifts and left the rest, residue and remainder
of his estate in trust, the income to be paid to his widow during her life and the
trust fund to be turned over to his son upon her death. Hopkins left income
producing assets of $500,000. Legacies of $300,000 were given by the will and
debts, taxes and administration expenses amounted to $100,000. Assume that
administration of the estate required one year, that all of the payments for
legacies, debts, taxes and administration expenses were made at the end of that
year, and that income during administration amounted to $25,000. In your
opinion as accountant for the trustee, to whom should this $25,000 be given?
Answer:
General legacies do not carry interest and profits on their amount during the
first year of administration, and assuming the $300,000 to be of this class, none
of the income accrued should be paid to the general legatees. A bequest of
income for life from the residue, however, begins on the death of the testator
and not from the payment of the fund to the trustee. The widow should
therefore be paid such proportion of the income as is attributable to the clear
residue of $100,000, and the balance paid the trustee, to be added to the corpus
of the trust fund.
No. 11:
Smith executed a valid contract with Hess whereby he agreed to convey
certain real estate to Hess. Hess made a payment on account and incurred
expense in an examination of the title. While the contract was in force, Smith
conveyed the real estate to another person at a price exceeding that specified in
the contract with Hess. What remedies has Hess?
Answer:
Hess has the following remedies:
(a) To rescind the contract and recover from Smith the payment on account
and the expenses incurred in examining the title.
(b) To sue Smith for breach of contract, the damages being measured by the
difference between the market price and what remains to be paid under the
contract.
(c) Hess may ratify Smith’s conveyance and sue Smith for the amount
received less the amount that remains payable under the contract.
(d) Hess may bring a bill in equity against Smith and the grantee for specific
performance of the contract of sale upon payment by Smith of the remainder of
the purchase price, but only if the grantee had notice of the contract between
Smith and Hess before the conveyance was made.

No. 12:
On April 17, 1928, Blair & Co., Inc., purchased vacant and unimproved land
for $30,000. The company made no improvements upon it and spent no money
on it except for current taxes. On February 1, 1929, it sold this land for
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$40,000, receiving $15,000 in cash and a purchase-money mortgage for $25,000,
on which no payments were received during 1929. Blair & Co. makes its
federal-income-tax returns on a calendar-year basis.
(a) Must it report the $10,000 profits as 1929 income?
(b) If your answer to (a) is “no,” how may it state the transaction in its
1929 income-tax return?
(c) If Blair & Co. has a choice of methods, upon what considerations would you
base your advice to its officers?
Answer:
(a) No.
(b) May treat transaction on instalment basis since initial payment ($15,000)
does not exceed forty per cent. of selling price ($40,000). See section 44 (b)
revenue act of 1928, and article 353 of Reg. 74.
Selling price...........................................................
$40,000
Cost........................................................................
30,000

Profit......................................................................

$10,000

Taxable profit on each dollar received is
10,000
-------- X 100=25%
40,000
Taxable profit to be reported in 1928 return on instalment
basis is 25% of $15,000, or $3,750.
(c) If Blair & Co. have sustained losses in 1928 which amounted to approxi
mately $10,000 and which would offset the full $10,000 profit to be reported on
the real estate sale, I would not advise them to report on the instalment sale
but would report all the profit in 1928.
If Blair & Co., Inc., however, have their normal income in 1928, I would
advise reporting on the instalment basis for the reason that the payment of part
of the tax is deferred and spread over a period of years, thus giving them the use
of money which they would otherwise pay as taxes for 1928.
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